ABSTRACT
INTRODUCTION
his paper investigates the announcement effects and long term stock returns of Rule 144A equity offers in U.S for the period of 1990 to 2010.
In April 1990, the SEC adopted Rule 144A which releases registration requirements for the resale of privately placed securities by Qualified Institutional Buyers (QIBs). As documented by Sjostrom (2008) , the purpose of the adoption is to "spur further development of the U.S. private placement market". Traditional private placements provide some advantages over the public equity offers. However, privately placed securities generally are not freely tradable. The high illiquidity results in a discount at offer for the privately placed securities. Rule 144A provides a more liquid and efficient resale market for private placed securities because QIBs can immediately resell privately placed securities. Therefore compared with traditional private placement, it has a higher liquidity. Tang (2004) argues that firms choose Rule 144A offer for the benefits of speedy access to the capital market and/or avoiding mandatory disclosure. In this paper, I focus on Rule 144A equity offers placed by public firms. Public firms need to fulfill the mandatory disclosure requirements from SEC. Thus, the benefit of Rule 144A offers placed by these public firms is only to quickly access the capital market.
It is well documented that public offers of equities are associated with significant negative common stock reactions (Asquith and Mullins, 1986, Masulis and Korwar, 1986) . Evidence on the long-run stock return performance (Spiess and Affleck-Graves, 1995, Loughran and Ritter, 1997) suggests that in addition to the negative announcement period returns, issuing firms experience significant long-run under-performance. One explanation of these findings is that managers time equity issues to take advantage of "windows of opportunity" by issuing overvalued equity. This explanation suggests that investors under-react to the information conveyed by the announcement.
On the other hand, previous research indicates that private sales of equity to small numbers of sophisticated investors reveal positive information about issuing firms (Hertzel and Smith, 1993) . The stock price reactions are significantly positive on announcements of private placement offers (Wruck, 1989; Hertzel and Smith, 1993) , which is in direct contrast to public seasoned equity offerings in the United States. In terms of long term stock returns, Hertzel, Lemmon, Linck and Rees (2002) document that positive announcement period returns of private placement offers are followed by abnormally long-run under-performance in stock returns. This finding is inconsistent with the under-reaction hypothesis. Hertzel, Lemmon, Linck, and Rees (2002) attribute the under-performance following private equity issues to investor over-optimism. This paper investigates stock price reactions and long term stock returns of the Rule 144A equity offers. Similar to private placements, Rule 144A offers aim for QIBs who are a group of sophisticated investors. However, Rule 144A offers allow the immediate resell of the security which is similar to public offers. The main goal of this paper is to examine the impact of Rule 144A Equity offers on shareholder wealth at the issue time and in the long run.
Using a sample of 160 Rule 144A equity offers placed by public firms during the period 1990 to 2010, I find a significant negative issue period abnormal return. The three-day cumulative abnormal return is -3.07 percent, which is statistically and economically significant. This result suggests that Rule 144A equity shares similar characteristics with public offers. The offers convey negative information about the issuing firm. In further analysis, I find that there is no statistically significant difference between the valuation effects of Rule 144A offers in Pre-SOX period and Post-SOX period. Rule 144A offers that are placed by foreign firms experience more favorable stock price reaction than issued by domestic firms and the favorable CARs are driven by the issues from developed countries.
The long run stock return analysis is consistent with the event period results. Over the three years after issuance of Rule 144A equity offers, issuing firms significantly under-perform on a risk-adjusted basis. The implied three-year buy-and-hold risk adjusted abnormal return is -19 percent for the OLS regression and -26 percent for the WLS regression. The results suggest that managers exploit windows of opportunity to sell overpriced equity in Rule 144A market and are consistent with the under-reaction hypothesis.
The rest of the paper is organized as follows. In Section 2, I discuss the data and samples used. Section 3 presents the methodology and the empirical results of event study. Section 4 documents the long run stock return and Section 5 concludes the study.
SAMPLE SELECTION AND DESCRIPTION
I use SDC New Issues database to get a sample of Rule 144A equity offers between 1990 and 2010. Following prior research, issues made by financial firms (SIC = 6XXX) are deleted. The final sample has 456 issues. Table 1 compares public offers, private placements and Rule 144A offers. Table 2 reports the number and the total issue size of the sample. In addition, Table 2 shows the number and the proportion of the issues placed by the public firms. There are extensive variations in Rule 144A equity offer activities over the sample period. For instance, the number of issues ranges from a low of 1 in 2007 to a high of 44 in 1997. The average issue size is $342 million. The number of issues by public firms ranges from a low of 0 in 2007 to a high of 20 in 1998. The average issue size is $357 million. There are 160 Rule 144A equity offers placed by public firms. Among these, 118 are offered in the Pre-SOX period. Table 3 reports some descriptive statistics for 160 Rule 144A equity offers placed by public firms. Panel A indicates that there are 132 issues placed by domestic firms and 28 issues placed by foreign firms. Panel B, which segregates the issues by market listing, indicates that over half of the sample issues (56 percent) are placed by firms listed on the NYSE. In addition, Table 2 shows that it takes a shorter time for foreign firms and firms listed on the Nasdaq to gain access to the Rule 144A market. The average time between initial public offer of equity and the Rule 144A equity offer is 7 years for foreign firms and 6 years for firms listed on the Nasdaq. On the other hand, after going public, domestic firms and firms listed on the NYSE take about 15 and 20 years, respectively to gain access to the Rule 44A equity market. In next sections, I'll focus on these 160 offers to study the event period stock price reaction and the long term stock returns.
EVENT STUDY
I use the standard event-study market model (Brown and Warner, 1985) to study the stock price reaction to the issue of Rule 144A equity offers. Day 0 is the offer date. I estimate the market model for each issue over a 255-day period ending on day − 46 relative to the offer date. The CRSP value-weighted index is used as the proxy for the stock market. The daily abnormal return (AR) is calculated as:
Descriptive
where AR i,t is the rate of abnormal stock return of issuing firm i on day t, R i,t is the rate of stock return of issuing firm i on day t, R M,t is the rate of return of the market index on day t; α i and  i are the intercept and slope coefficient of stock i, respectively. The mean abnormal return (AAR) on day t is defined as the average of abnormal stock returns across all issuing firms:
.
where N is the total number of Rule 144A offers on event day t.
Following Mitchell and Stafford (1998) and Fama (1988) , I compute the cumulative abnormal return (CAR) to measure the stock price reaction to Rule 144A equity offers. Over an event window [t 1 ,t 2 ], the cumulative average abnormal stock return for issuing firms is calculated as:
. Table 4 reports negative and statistically significant cumulative abnormal returns (CAR) for selected event windows. For instance, the average CAR for the 3-day (-1, +1) window is -3.07 percent, and that for the 2-day (-1, 0) window is -3.02 percent. The 61-day CAR amounts to -4.39 percent for the overall sample. The average abnormal return of Rule 144A equity offer on the issue date is a significant -1.42 percent. These results are similar to the announcement effects on the seasoned equity offers (SEOs). The results suggest that the market interprets the Rule 144A equity offer as a negative signal about the issuing firm. In general, investors don't value the certification effects of the Qualified Institutional Investors (QIBs) that participate in Rule 144A market. Figure 1a plots the CAR over the 61-day (-30, +30) window for the overall Rule 144A equity issue sample, as well as the issues placed by domestic firms and by foreign firms. Results in Figure 1a show a distinctive CAR patterns between the two subsamples of Rule 144A equity offers. The 61-day cumulative abnormal return is a significant -5.79 percent for domestic Rule 144A equity issuers, compared to a significant 2.24 percent for foreign Rule 144A equity issuers. It is apparent that the significant negative CAR of -4.39 percent for the overall sample is driven by larger number of domestic issuers.
To examine the possible impact of SOX on the valuation effect of Rule144A equity offers on stock returns, Figure 1b plots the CAR over the 61-day (-30, +30) window for the overall sample period, as well as the Pre-SOX period and the Post-SOX period subsamples. The 61-day cumulative abnormal returns for Rule 144A equity offers issued during Post-SOX and Pre-SOX period are both significantly negative. The CARs are lower in the Post-SOX period. In Table 5 , I test the difference of the three-day CARs between Rule 144A equity issues by foreign firms and by domestic firms in the pre-SOX period and post-SOX period. The results suggest that the average mean cumulative returns for foreign firms that issue Rule 144A equity offer is not significant different from zero. Domestic Rule 144A issuers, however, experience a significant -3.42 percent CAR. The difference in mean CARs is not significant between two sub samples. Table 6 presents the ordinary least squares regression results. The dependent variable of the multivariate regressions is CAR -1,+1 , which is the cumulative abnormal stock return of the issuing firm over the three-day announcement period of its Rule 144A equity offer. CAR -1,+1 . Hi-Tech is a dummy variable that takes a value of one if the issuing firm is in HiTech industry, and zero otherwise. Foreign is a dummy variable that takes a value of one if the offer is issued by a foreign firm, and zero otherwise. Developed (Emerging) is a dummy variable that takes a value of one if the offer is issued by a foreign firm from the developed (emerging) country, and zero otherwise. Size is the natural log of the Rule144A equity's offer size in millions. Length is the natural log of the years from issuing firm's IPO date to the Rule 144A offer date. NYSE is a dummy variable that takes a value of one if the issuing firm is listed on the New York Stock Exchange, and zero otherwise. Post-SOX is a dummy variable that takes a value of one if the offer is made in the post-SOX period, and zero otherwise. Recession is a dummy variable that takes a value of one if the offer is made in a NBER recession period, and zero otherwise. * and ** indicate statistical significance at the 10% and 5% level, respectively. The following variables are included in regression models: Hi-Tech is a dummy variable that takes a value of one if the issuing firm is in Hi-Tech industry, and zero otherwise. Foreign is a dummy variable that takes a value of one if the offer is placed by a foreign firm, and zero otherwise. Developed (Emerging) is a dummy variable that takes a value of one if the offer is placed by a foreign firm from the developed (emerging) country, and zero otherwise. Size is the natural log of the Rule144A equity's offer size in millions. Length is the natural log of the years from issuing firm's IPO date to the Rule 144A offer date. NYSE is a dummy variable that takes a value of one if the issuing firm is listed on the New York Stock Exchange, and zero otherwise. Post-SOX is a dummy variable that takes a value of one if the offer is made in the post-SOX period, and zero otherwise. Recession is a dummy variable that takes a value of one if the offer is made in a NBER recession period, and zero otherwise.
MULTIVARIATE REGRESSION ANALYSIS
In parallel with the CAR patterns presented in Figures 1a, Rule 144A offers that are placed by foreign firms experience more favorable stock price reaction than issued by domestic firms. Foreign dummy has a statistically significant (at the 10% level) positive coefficient in Model 1 which indicates that Rule 144A equity offers placed by foreign issuers enjoy a 3% premium in risk-adjusted cumulative stock return over the three-day period surrounding their offer, when compared to their domestic peers. In Model 2, we include the Developed and Emerging variables. Results from Model 2 echo those from Model 1. The results show that the positive CARs are driven by the issues from developed countries.
end of previous month market capitalization of sample firms. The excess returns of the portfolios used to estimate the Fama-French three-factor model are computed as follows: R pt -R ft = α + β (R mt -R ft )+ γ SMB t + δ HML t + ε t where the dependent variable is the difference between the calendar-time portfolio return for each sample in month t (R pt ) and the risk free return in the same month (R ft ). The three Fama-French factors are the excess return on the market portfolio, (R mt -R ft ); the difference in the returns of value-weighted portfolios of small stocks and large stocks, (SMB t ); and the difference in the returns of value-weighted portfolios of high book-to-market and low bookto-market stocks, (HML t ). The coefficient estimate of the intercept term, α, from the time-series regressions is used as an indicator of risk-adjusted stock return for each sample portfolio. Table 7 shows the time-series regression results of Fama and French (1993) three-factor model for a threeyear horizon following the month of Rule 144A. Panel A of Table 7 presents the ordinary least squares (OLS) regression results. For the overall sample, the intercept is -0.0059 with a t-statistic of 1.69, which is significant at the 10% level. The results suggest that over the three years after issuance of Rule 144A equity offers, firms significantly under-perform on a risk-adjusted basis. The implied three-year buy-and-hold risk adjusted abnormal return is (1-0.0059) 36 -1 = -19.19%. The intercept for domestic and foreign samples of are also negative. However, they are not different from zero in OLS regressions.
The weighted least square (WLS) regression results are presented in Panel B of Table 7 while the regressions are weighted by the square root of the number of Rule 144A firms in the calendar-time portfolio in each month. In WLS regressions, the magnitude and significance level of the intercepts are higher than the OLS results. The intercepts for the overall sample, domestic sample and foreign sample are all negative and significantly different from zero. The implied three-year buy-and-hold risk adjusted abnormal returns are -26.19%, -24.29% and -33.33% for the overall sample, domestic sample and foreign sample, respectively. The results show that issuing firms exhibit significant long-run under-performance in stock returns over the three years after issuance of Rule 144A equity offers.
Overall, significant negative stock returns in the issue period and significant long run stock return underperformance suggest that managers time Rule 144A equity issues to take advantage of "windows of opportunity". The results are consistent with the under-reaction hypothesis, suggesting that investors under-react to the information conveyed by the announcement of Rule 144A. Fama and French (1993) three factor time-series regression results for three years following the Rule 144A. For each calendar month I form value-weighted portfolio for each of the Rule 144A offer. The weights are based on the end of previous month market capitalization of sample firms. The excess returns of the portfolio are used to estimate the FamaFrench three-factor model as follows: R pt -R ft = α + β (R mt -R ft )+γ SMB t + δ HML t +ε t where R pt is the calendar-time portfolio return for each sample in month t and R ft is the risk free return in the same month. The three Fama-French factors are the excess return on the market portfolio (R mt -R ft ), the difference in the returns of value-weighted portfolios of small stocks and large stocks (SMB t ), and the difference in returns of value-weighted portfolios of high book-to-market and low book-to-market stocks (HML t ). T-statistics for intercept is given below in parentheses.
Overall 
